I n a way, everything is more complicated than it appears, for we always find new mysteries and new questions in what we think we knew. In another way, everything is simpler than it looks like, for the general features of any complex phenomenon are usually explainable with a simplified representation of reality, called a "model." Monetary theory and policy are complex topics, which are approached by economic theories based on such models. We won't dwell deep into these models for we need to understand only two relatively simple points: increasing the money supply creates inf lation and inf lation reduces debt obligations. We'll then be in a position to look at what the US government can do in this regard.
The Cause of Inf lation
Inf lation is an increase in the general level of prices, that is, in all prices, compared to what they would otherwise have been. The prices we are interested in are mainly the prices of produced goods and services that are part of GDP or, more specifically, the prices of consumer goods and services (that is, excluding capital goods, the goods used to produce other goods). Since relative prices-prices relative to other prices-always change, inf lation will show up in practice as a set of unequal price increases; perhaps some prices will even drop as the generally climbing level of prices does not compensate their falling relative to other prices. Think of a rough sea: even if the tide is rising, the trough of waves can be lower than the average tide level some time before. From December 2010 to December 2011, for example, the level of consumer prices (measured by the CPI, or consumer price index) increased by 3.0 percent in the United States. Some prices climbed more, such as the prices of hospital and related services, which showed a 5.3 percent increase; some less, such as footwear, by 1.3 percent; and a few other prices even dropped, by 12.5 percent in the case of personal computers and peripheral equipment.
1 The CPI averages all these price changes. Since 1913 in America, inf lation has averaged 4.3 percent per year.
As it reduces the value of money, inf lation lightens the burden of debts. Look at this with round numbers. If you borrowed $1,000 one year ago and inf lation has been 100 percent (equivalent to a price increase factor of 2), what you owe now is equivalent to $500 in constant dollars of last year. This is because what now costs $1,000 cost $500 then (1,000 is 100% more than 500), which is the same as saying that the dollar has lost 50 percent of its value. Arithmetically, the dollar is worth the inverse (1/2) of what the price increase factor has been (2). If inf lation had been 4 percent instead, the price increase factor would have been 1.04, and the dollar would now be worth $0.962 (the inverse of 1.04), which means that it would have lost 3.8 percent. You can now reimburse your debt with dollars that are worth 3.8 percent less than when you borrowed the money, and your creditor will get 3.8 percent less in real terms.
The same is true for public debt. Suppose that inf lation over the next five years will be 10 percent per year. With compounding, prices at the end of the period will have increased by 61 percent, or a factor of 1.61. Alternatively, the value of the dollar will then be 1/161, or 62 percent, of today, which means that its value will have fallen by 38 percent. Suppose the debt owned by the public today is $10 trillion (in fact, it is estimated to be $11.6 trillion at the end of FY 2012, 2 but it will be easier to do our calculations with round numbers) and will be reimbursed at the end of the five years. The $10 trillion that will then be paid to creditors, will be worth only 62 percent of what it is worth today, for it will buy only $6.2 trillion; creditors will lose 38 percent of the value of their securities in real dollars. Moreover, raising $10 trillion in five years may be easier for the government since nominal incomes will have followed prices (wage rates are just a price like any other, which rises along with inf lation), and tax revenues will have increased at least as fast as inf lation. Add to this some real economic growth, and the government will take more in taxes. In real dollars, the creditors will receive less, and the government will pay less with money easier to raise.
Inf lation has to do with money. Money is what is used as a medium of exchange. A medium of exchange is a generally trusted means of paying for what you buy, and of being paid for what you sell. Being generally accepted by definition, a medium of exchange makes commercial exchanges much easier. If you have produced tomatoes and you want a
